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The natural inclination from closing the book on an unforgettable year is to look forward to a return to our 
old normal, though we expect that there will be further surprises to come in 2021, both positive and 
negative. This brings to mind the quote from Dwight Eisenhower who said, “in preparing for battle I have 
always found that plans are useless, but planning is indispensable.” The portfolio management plan we 
expected to follow at this time last year was irrelevant by the end of February, but the process of planning 
was more critical than ever in responding to the events of 2020.

As always, we frame our thinking and the management of your portfolio through the elements of our long-
term asset class forecasts. Specifically, the three components that will comprise your eventual portfolio 
return; how much income you will receive, how quickly that income will grow, and whether the assets in 
your portfolio are trading at close to fair value, or if not, how relatively cheap or expensive they are. 

Dealing with that last question first, on just about any historical comparison, valuations for risky asset 
classes like equities look quite rich at the moment. However, it is important to remember that when we 
speak of valuations, we are referring to the ratio of the current price to some measure of underlying 
fundamental value. In preparing our forecasts, we use the ratio of today’s price to the aggregate earnings 
of all the listed companies in the index which we are analysing, but other ratios that use cash flows, gross 
sales or dividends as their fundamental input are also useful to consider. 

We can think about this price to earnings ratio as simply meaning how many years of future earnings do 
you need to receive to cover the price you are paying today. If today’s price is covered by say 10-years of 
earnings, that is a much cheaper entry point than needing 15- or 20-years’ worth of earnings to do so. As 
we have often said, all else being equal, lower prices today imply higher future returns, and of course the 
inverse of this also holds true. The comparisons become more complicated though when we acknowledge 
that earnings can change substantially from one year to the next. In 2020, understandably, no one had 
forecast that a global pandemic would cause vast swathes of the economy to shut down, and that earnings 
would subsequently collapse. 

Now, almost a year into the recovery from that collapse, we need to keep updating our analysis about 
what the rebound in earnings will look like. Returning to our example above, if earnings halved and stayed 
down at that level, then investors did indeed very quickly go from needing 10 years of future profits to 
needing 20 years’ worth to cover today’s prices. Without the context of the economic recovery, such a 
move would ordinarily lead us to start reducing exposure to equities, and perhaps in many cases even to 
do so quite quickly. However, we can already see the rebound in earnings is underway, and as such we 
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can look through the short-term and reasonably expect that some of the pressure on these current high 
valuations will be eased as the return to trend earnings continues. 

“Australia’s upcoming earnings season will likely show a significant rebound in corporate profits 
amid a boom in household spending, ongoing strength in the mining sector and optimism around 
vaccines. … The expected rebound comes six months after Australia’s worst reporting season in 
more than a decade. … Australian retailers are set to benefit from a household spending blitz and 
resurgent property market that’s helped to bolster consumer confidence.”1

There is also another important consideration when contemplating a reduction in exposure to risky assets 
such as shares, and any subsequent move to traditionally defensive asset classes like government bonds, 
and it is one that is likely to remain relevant for at least a few more years. The risk-free 5% or 6% that 
government bonds once provided is no more and will not return for the foreseeable future. So, while these 
and other defensive assets will continue to play an important defensive role in portfolios, it will certainly 
not be as easy to hold them with returns at historically low levels of around 1%. 

We have just had very clear guidance on the outlook for short-term interest rates from a speech2 given 
by the Governor of the Reserve Bank of Australia. He did speak about the Australian recovery being well 
ahead of where the bank had forecast we would be at this point, but also of the significant slack still in 
our economy. Inflation is expected to remain below 2% for the next couple of years, notwithstanding 
some temporary spikes that appear likely as data is updated through 2021. As such, the bank has been 
quite explicit that they do not expect to be increasing the interest rate on cash before 2024. Further 
improvement in the jobs market which then translates into better wages growth are important pre-
conditions for any future rate hikes, but these measures are only expected to recover at a relatively modest 
pace for the next couple of years. 

Turning our attention to international 
markets, and indicators of activity show 
the stumble that has been seen in many 
northern hemisphere economies in the 
latter stages of 2020 and the early part 
of 2021. A resurgence in coronavirus 
cases in the winter months, some 
instances where the distribution of 
vaccines has not met promised rates, 
and new mutant strains of the virus 
have all combined to ensure that the 
path to recovery is still going to be one 
that is filled with challenges in the year 
ahead. 
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The Asia Pacific region continues to be at the forefront of the recovery from the coronavirus and this is 
also reflected in the performance of their equity markets over the latter part of 2020. Consistent with the 
principle mentioned above, our long-term return expectations are comparatively much more modest than 
those expected from Japan and Europe, including the now post-Brexit United Kingdom. We continue to 
expect that there will be a meaningful correlation between the efficacy a country displays in managing the 
virus and the shorter-term performance of their economy and their financial markets. 

This map from Bloomberg illustrates 
their Covid Resilience Score3. It scores 
and ranks countries on criteria including 
virus cases, fatality rates, positive tests, 
access to vaccines and importantly 
actual doses administered. Australia 
ranks third of all the countries, with 
Taiwan 4th and China 5th, and other key 
markets Japan and Hong Kong 
rounding out the Top Ten.

In Europe, the latest updates indicate 
that there will be fewer vaccine doses 
available in the first quarter than 

reports from just a few weeks ago indicated. This will delay the recovery and extend the time that countries 
are likely to persist with lockdowns and social distancing which of course will have real economic impacts. 
It is however a delay to the recovery, not a derailment of it, and current estimates for a range of critical 
data including availability of vaccines and economic growth beyond Q1-21 have been upgraded. “On the 
downside, it’s clearly possible that vaccinating enough people to reduce pressure on health services takes 
longer than expected, meaning the recovery slips further. On the upside, with advance warning and early 
action, it’s quite possible that the new strain of Covid-19 may be kept under control at a lower cost to 
output in mainland Europe than in the UK.”4

There has been a similar dynamic at play in Japan, as virus outbreaks necessitated emergency measures 
in firstly Tokyo but then other economic centres, a short-term hit to activity is expected to be offset later 
in the year when the recovery starts a few months later than anticipated. Importantly, it does also seem 
to be the case that populations have adapted to the restrictions this time much better than they did in 
early 2020, and so as with Europe, the expected impact on economic activity is not as severe this time. 
Recent updates confirm that support from the government and Bank of Japan to households and 
businesses has been effective, not least with the major banks reporting better than expected profits. Again 
though, a balanced view would acknowledge that challenges remain, including the eventual requirement 
to start to ease back on the current government and central bank support. 

There will be competing forces on a number of fronts as we navigate and adapt our planning in 2021. 
New vaccines being approved versus potential new mutant strains of the virus, and the extent to which 
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the recovery in economic activity spurs the earnings growth needed to moderate the currently stretched 
valuations. One thing we can be sure about, there will be more surprises ahead and the process of planning 
will be as important as ever in responding to the evolving investment landscape.

Kind regards,
Asset Allocation & Investment Committee
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Asset Class Tipping Points
The dynamic discussed in the opening of this commentary is shown in the table below, where we expect 
to see valuations come back from current elevated levels, and therefore reduce the long-term forecast. 
Using Australian Equities as our example, we are effectively saying that valuations are a little more than 
20% ahead of our long-term target, hence the 2.2% impact on expected returns. However, the forecast 
for earnings more than offsets this, as we combine the expected growth in core earnings (+2.1%) with 
the catch up to get back to trend growth over time (2.3%), providing the total of 4.4% shown. With the 
current dividends the expected return is a still reasonable 5.9% for the broad Australian share market. A 
similar scenario is evident when we move across to the forecasts for International Equities. 

Sources
1. J Edwards, “A Well-Managed Virus Response Underpins Australian Profit Season” – Bloomberg.com. 1-Feb-21.
2. Philip Lowe, “The Year Ahead” – Address to the National Press Club. rba.gov.au. 3-Feb-21.
3. J Hong, et al, “Best and Worst Places to Be in Covid” – Bloomberg.com. 25-Jan-21.
4. J Rush, et al, “Faster Virus – Slower Economy” – Bloomberg.com. 12-Jan-21.

NOTE: It is important to note that each portfolio is managed to its own mandate, which can mean that activity mentioned above is not reflected 
in your own portfolio. This may be because it is more beneficial to your portfolios after tax performance to complete the trading at a different 
time, or may be due to individual customisation that you have requested. This flexibility is an integral part of the investment process. If you would 
like to discuss the tailoring of your portfolio, please contact your Adviser.
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DISCLAIMER: The information in this commentary has not been verified by Implemented Portfolios but is believed to have come from reliable 
sources as noted in the acknowledgements. No Liability is accepted by Implemented Portfolios, its Directors, officers, employees or contractors 
for any inaccurate or incorrect information. The information is a broad commentary and there is no intention that a client should act on the 
information without seeking professional assistance from their own advisers (legal, tax, accounting, financial Planning) for suitability in respect of 
their unique circumstances.
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